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Embracing the Paradox of E and O 
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\ \ ] e live in a time of unprecedented change. 
Global competition and rapid changes 
in technology and markets force organizations 
to be adaptive, and capable of transformation. 
Of the original Forbes 100 in 1917, 61 had 
ceased to exist by 1987. Of the remaining 39, 
only 18 stayed in the top 100, and their return 
was 20% less than the overall market. Of the 
companies in the original Standard & Poor’s 
(S&P) 500 in 1957, only 74 remained in-1997, 
and of these only 12 outperformed the S&P 
500 between 1957 and 1998 (Foster & 
Kaplan, 2001). This astounding record of cor- 
porate destruction suggests that organizations 
generally are not adaptive. They are unable to 
transform their capabilities and behavior to fit 
a changing business environment. 

The inability of corporations to produce 
sustained performance reflects top manage- 
ment’s inability to transform their organiza- 
tion into high commitment and performance 


systems: organizations that achieve sustained 
high economic performance and develop high 
commitment in their employees. A study of 
1,435 companies in the Fortune 500 list 
between 1965 and 1995 showed only 11 com- 
panies that were able to attain and sustain 
high ‘performance (cumulative stock returns 
6.9 times the general market) for a 15-year 
period after the beginning of a corporate trans- 
formation (Collins, 2001). Failure to transform 
corporate performance is also reflected in the 
declining tenure of CEOs from 10.5 years in 
1990 to 4.2 years in 2000—an indication that 
boards of directors, under pressure from capi- 
tal markets, are increasingly impatient with 
their ability to lead change. 

In this chapter I discuss two opposing theories 
of organization transformation, the failure of 
corporate leaders to integrate them, and an 
emerging theory and method of organization 
development (OD) for integrating these 
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opposing perspectives (Beer & Nohria, 
2000a). Theory E has as its goals economic 
value creation and focuses on the hard facets 
of organizations, financial performance, strat- 
egy, structure, and systems. Theory O has as 
its goal enhancing organization effectiveness 
and focuses on the organization’s culture and 
its people. I call them theories because the pur- 
pose and means for change embedded in the 
two theories have very different underlying 
assumptions. I argue that a successful corpo- 
rate transformation must embrace the paradox 
represented by these two theories of change. 
I also argue that the difficulty of enacting one 
theory and also the other necessitates a disci- 
plined strategic change process led by an effec- 
” tive team with diverse perspectives. Without 
discipline the transformational process tends to 
favor the leader’s dominant theory. Hierarchy, 
which creates distance between leaders and 
organization members and makes open dialogue 
across organization levels so difficult, prevents 
top management from testing their theory of 
transformation and revising it to incorporate 
the “and also.” I offer a set of principles to 
guide such a disciplined process and evidence 
about their efficacy in helping organizations 
and their leaders embrace the paradox. 


TWO THEORIES OF CHANGE 


As the aforementioned data suggest, few senior 
executives seem to be able to lead a sustained 
transformation when a changing environment 
calls for dramatic change. The reason is that 
there is substantial lack of agreement, indeed 
confusion, about the purpose of and means for 
corporate transformations. 

Theory E has as its advocates economists, 
investment bankers, and venture capitalists. 
The only way to transform an underperform- 
ing organization, according to this school of 
thought, is through a dose of tough, result- 
oriented, top-down ‘initiatives: reengineering, 
restructuring, and layoffs driven by managers 
motivated by financial incentives that align 
their interest with those of the shareholders 
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(Jensen, 2000). Consider the following example 


(adapted from Gilson 8& Cott, 1996): 


Scott Paper embarked on a journey of theory E 
change in 1994 when Al Dunlap took over as 
CEO. Scott had participated profitably in the 
forest product and paper industry since 1879 
but ran into profitability problems in the early 
1990s. International expansion had stretched 
resources at a time when the industry was 
again entering a period of overcapacity, a pat- 
tern that had repeated itself many times in this 
industry. Performance and shareholder returns 
dropped at an alarming rate. Bowing to pres- 
sure from capital markets, the board of direc- 
tors recruited Dunlap, a turnaround manager 
with a record of success in restructuring com- 
panies. Dunlap immediately ordered a layoff of 
11,000 employees, about 42% of Scott Paper’s 
workforce. He sold a number of businesses and 
closed down a number of its less profitable 
plants. In the remainder he imposed a strict 
regime of efficiency measures with the help of 
external consultants. And within months he 
fired most of Scott’s top management, often 
after chastising them in public. 

At the end of two and a half years Dunlap 
sold Scott’s remaining core business, the 
consumer packaging business, to competitor 
Kimberly Clark at three times Scott’s market 
capitalization at the time he took charge 
($9 billion compared with $3 billion). The 
financial community applauded Dunlap’s 
efforts and pointed to Scott Paper’s approach 
to change as a model to be emulated by 
others. Dunlap total compensation was more 
than $100 million, and many of the company’s 
shareholders, including the senior executives 
he had fired, became much wealthier. However, 
a proud company ceased to exist. According 
to informal reports, Kimberly Clark’s man- 
agement: was surprised by the condition of 
the company it had acquired. Scott Paper’s 
many tangible assets were there, but its orga- 
nizational capability and human assets had 
been depleted. 


Theory O historically has been represented 
by academics and professional consultants in 
the field of OD (Beckhard, 1969; Beer, 1980; 
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Bennis, 1969; Burke, 1982; French & Bell, 1978). 
Commitment, coordination (teamwork), compe- 
tence (particularly leadership skills), communi- 
cation, creativity, and the capacity of employees 
to engage in constructive conflict must be devel- 
oped if an organization is to achieve sustained 
high performance. The way to do this is through 
high involvement in the change process itself. 
Theory E change strategies are thought by O 
advocates to be inadequate if not destructive: 
They increase self-interest and thereby reduce 
trust, employee commitment, teamwork, and 
the capacity to learn (Senge, 2000). Consider the 
following example (adapted from Ault, Walton, 
& Childers, 1998; Beer & Weber, 2000): 
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evolved into a matrix structure organized 
around product groups. All corporate func- 
tional activities were oriented through the 
matrix toward product and market businesses 
and customers. Few financial incentives were 
used to move change, and no reengineering 
efforts or layoffs were implemented, although 
key plant and functional managers who did not 
adhere to the new philosophy of management 
were asked to leave. 

The transformation was remarkable. Pro- 
ductivity, union-management relationships, 
and customer and employee satisfaction all 
improved. A long march, facilitated by a small 
number of OD consultants in cooperation with 
the human resource function, had succeeded 





Champion International, a company also 
operating since 1893 in the forest product and 
paper industry, embarked on a journey of 
organization change in the early 1980s. Like 
Scott Paper, it found competing in an industry 
with frequent cycles of undercapacity and 
overcapacity extremely challenging. The com- 
pany had operated for many years as a func- 
tional and hierarchical organization and had 
poor relations with its unions. Its shareholder 
returns lagged the average for companies in 
the Fortune 500 and its peers in the industry. 
CEO Andrew Sigler had resisted the revolu- 
tion in capital markets that demanded that 
underperforming companies improve share- 
holder returns by restructuring. 

The transformation journey began with the 
articulation of a new set of values by Sigler, but 
he did not drive organization change from the 
top, despite the autocratic management style he 
had exhibited over the years. Instead, organiza- 
tion change began with low-profile changes at 
the periphery of the company. A new manu- 
facturing plant was designed around principles 
of cross-functional self-managed teams orga- 
nized along horizontal processes. With the help 
of a few sociotechnical consultants, managers 
and employees were involved in the design of 
the plant. This experiment led to similar 
change efforts in an ever-larger circles of new 
and old manufacturing facilities. Over more 
than a decade, change that started at the periph- 


ery spread to the corporate center. What had 


been at one time a deeply functional corporation 


in managing a change in culture and operat- 
ing performance, particularly productivity 
and customer satisfaction. But these changes 
did not improve Champion’s return to share- 
holders. In 1997 Sigler’s successor stated that 
shareholder returns had to be the objective 
going forward. Two years later the company 
was sold at only one and a half times its 
market capitalization in 1981, when the long 
journey of change began. 


Although most corporate transformations are 
not pure types, a close examination of these cases 
and others like them reveals important differ- 
ences in assumptions about the purpose of busi- 
ness organizations, the motivation of people, and 
the best means for creating change in bureau- 
cratic, underperforming organizations. These dif- 
ferences are summarized in Table 22.1 (Beer & 
Nohria, 2000a, 2000b). 


Purpose 


The purpose of Theory E transformations is 
to produce economic value, what is commonly 
called shareholder value.t Advocates of this 
theory believe companies fail because top man- 
agement has not been an agent of the share- 
holder. What are needed are monetary incentives 
tied to shareholder return objectives that will 
motivate tough decisions about employees and 
businesses with whom managers have had a 
long-term relationship. A single-minded focus 
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Table 22.1. Theories E and O of Change 


STRATEGIC INTERVENTIONS 








Purpose and Means Theory E 


Theory O 





Purpose Maximize economic value. Develop organization capabilities. 

Leadership Top down. Participative. 

Focus Strategy, structure, and systems. Culture. 

Process Plan and establish programs. Experiment and evolve. 

Motivation Motivate through financial incentives. Motivate through commitment. 
Use pay as fair exchange. 

Consultants Large, knowledge driven. Small, process driven. 





on economic value is preferable to a multiple- 
stakeholder perspective because managers are 
unable to make quantifiable tradeoff decisions 
(Jensen, 2000). According to this theory, the 
marketplace ultimately will help managers 
attend to the development of the organiza- 
tion’s capabilities if this is needed to enhance 
economic value. For example, if firm perfor- 
mance is hurt by low employee commitment 
and high turnover, managers will correct their 
change strategy to incorporate Theory O con- 
siderations (Jensen, 2000). 

The effort of Al “Chainsaw” Dunlap to 
transform Scott Paper, described earlier, is 
arguably the best example of a pure Theory E 
corporate change effort. Dunlap was single 
minded in his objective of improving share- 
holder value, as exemplified by a speech in 
which he said, “Shareholders are the number 
one constituency. Show me an annual report 
that lists six or seven constituencies, and I’ll 
show you a mismanaged company” (Beer & 

. Nohria, 2000b, p. 135). 

Theory E is the dominant approach to cor- 
porate transformations in the United States. 
For example, General Dynamics in the 1980s 
followed this model, as did General Electric in 
CEO Welch’s first 6 years (Heskett, 1999; 
Murphy & Dial, 1993). Indeed, it is almost 
standard procedure for new CEOs to launch 
their change effort with restructuring: the sale 
of unrelated businesses, closure of underused 


facilities, and often huge layoffs. E strategies 
are now making their way to other countries, 
notably Japan and Europe, where societal val- 
ues and practices have resisted them until now. 

The argument for E strategies is that man- 
agers in many organizations, perhaps most, seek 
to enhance their power base, careers, rewards, 
and comfort at the expense of shareholders 
(Jensen, 2000). Recent revelations about how 
senior executives at Tyco accumulated money 
and privilege illustrate. this. Interestingly, Theory 
O advocates largely agree with this perspective, 
although they typically point to the effect on 
employee commitment and organization learn- 
ing, not shareholder value (Argyris & Schén, 
1993; Deming, 1986; Senge, 2000). There is also 
evidence that managers, like all human beings, 


are defensive and therefore discourage open . 


feedback about their own behavior (Argyris, 
1990; Beer & Eisenstat, 2000b; Morrison & 
Milliken, 2000). This causes them to resist 
reform even when financial returns decline. It is 
this phenomenon, according to E theorists, that 
makes a strong market for corporate control 
essential. And it is the increasing power of this 
market that has led to E leadership and change 
approaches such as those exhibited by CEO 
Dunlap in the Scott Paper case. The results at 
Scott Paper and many other companies suggest 
that a single-minded focus on economic value 
creation quickly corrects excesses created by mis- 
management and leads to lower cost, improved 
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cash flows, and, at least in the short run, 
higher stock prices (Wruck, 2000). However, 
there is little evidence that downsizing and 


restructuring create long-term economic value 
(Cascio, 1993). 


Theory O transformations are based on the _ 


assumption that the purpose of a corporation is 
to serve multiple stakeholders: shareholders, 
employees, customers, and community. By devel- 
oping commitment of all stakeholders, particu- 
larly employees, the organization, it is thought, 
will achieve sustained performance. High com- 
mitment will cause everyone to work together 
collaboratively for the survival of the institution 
(Beer, Spector, Lawrence, Mills, & Walton, 
1985; O’Reilly 8 Pfeffer, 2000; Pfeffer, 1998). 

The change effort at Champion International 
is a nearly pure example of a Theory O trans- 
formation and could not be more different from 
the change strategy at Scott Paper. Although he 
acknowledged the importance of shareholder 
value, CEO Andrew Sigler thought that it could 
be achieved best by focusing on the transforma- 
tion of organization behavior. In 1981 these 
goals were articulated clearly in a statement of 
values. These served as a broad vision and pro- 
vided a roadmap for a diverse set of change ini- 
tiatives over a 15-year period. Sigler believed 
that if the company focused on improving com- 
munication, coordination, conflict manage- 
ment, and a culture that encouraged creativity, 
learning, productivity, and performance would 
follow. Indeed, the, bottom line did improve, 
but share price in relation to Champion’s peers 
in the industry did not. The improvements were 
hampered by Sigler’s reluctance to sell a number 
of businesses that did not fit the strategy, 
an example of how commitment to businesses, 
people, and communities can blind managers to 
necessary business decisions. Because of pres- 
sures from powerful capital markets, pure 
Theory O transformations are rare. 

Theory O proponents argue persuasively 
that the human side of enterprise is essential 
to sustained high performance. Numerous 
studies do indeed illustrate that participative 
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and high-involvement work systems and cul- 
tures lead to extraordinary employee commit- 
ment, financial performance, and shareholder 
returns (Becker & Huslid, 1998; Denison, - 
1990; Gittel, 2003; Heskett, Sasser, & 
Schlesinger, 2003; Huslid, 1995; O’Reilly & 
Pfeffer, 2000; Pfeffer, 1998). Moreover, O the- 
orists argue that because business and organi- 
zation problems are nonlinear, circular, and 
recursive, learning should be the single-minded 
focus of transformation leaders (Argyris & 
Schén, 1993; Senge, 2000), In this way man- 
agers can overcome their inability to predict 
the future and the unintended consequences of 
their actions. And there is substantial evidence 
that to foster such a learning and decision- 
making process, organizations need to develop 
commitment and collaboration, characteristics 
that can easily be destroyed by E strategies 
(Miller & Lee, 2001). 


Leadershsip 


Al Dunlap’s leadership at Scott Paper exem- 
plifies how most outsiders typically go about: 
implementing an E transformation. Dunlap set 
financial objective at the top. He ordered restruc- 
turing initiatives without involvement of Scott’s 
key executives. Theory E leaders favor top-down 


‘change because of their need to show results 


quickly. “I have a [profit] goal of $176 million 
this year, and there is no time to involve others 
or develop organizational capability,” explained 
one Theory E CEO (Beer & Nohria, 2000b. 
p. 136). Khurana (2002b) has shown that boards 
of directors bring in outsiders to manage top- 
down change because they believe that internal 
candidates are too close to past decisions and to 
executives they may need to replace. The reason 
for bringing in a new CEO, a director observed, 
was his “brilliance and that he would not waste 
time getting consensus” (Khurana, 2002a, p. 174). 
The prevailing theory appears to be that charis- 
matic leaders who advocate a new direction and 
the solutions needed to move there are essential 
for a corporate transformation (Khurana, 2002a). 
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The sharp reduction in the length of CEO 
tenure mentioned earlier suggests that insiders 
do have difficulty making tough decisions. 
New CEOs brought in from the outside do not 
need to defend the past and are motivated to 
put a new stamp on the organization. Funda- 
mental strategic change is indeed carried out by 
new managers, research suggests (Grinyer, 
Mayes, & McKiernan, 1990; Virany, Tushman, 
& Romanelli, 1992). They are able to maintain 
the psychological distance needed to make 
hard people decisions.” Theory E leaders may 
also prefer top-down change out of fear that if 
they engaged their employees, they would be 
talked out of needed changes. Indeed, Vroom, 
Jago, and Arthur (1988) have shown that for 
participation to be the right choice, employee 
support for the goals of the enterprise is essen- 
tial. Support for painful restructuring is not 
common in failing companies. Conger (2000) 
argues for top-down change based on the unique 
perspective that a position at the top offers 
leaders. He also argues that the “romance of 
leadership”—the willingness and perhaps need 
of employees to attribute change to visible and 
heroic leaders—gives top-down leadership a 
unique advantage in managing change. Perhaps 
the most persuasive argument for top-down 
leadership is that there are almost no examples 
of slow and participative change efforts that 
lead to rapid organization transformations. 

As the Champion case illustrates, Theory O 
transformational leaders have distinctly differ- 
ent assumptions. They assume that there is 
valuable knowledge in the organization about 
the problems that have blocked performance. 
Therefore, the best way to solve these prob- 
lems is to engage key people in an open dia- 
logue about problems and potential solutions. 
This approach is based on optimistic assump- 
tions about human nature. People want to do 
a good job, know what blocks needed trans- 
formation, and are motivated to improve 
things as long as they are properly engaged. 
The central assumption of OD practitioners is 
that if the difficulty in getting people to speak 
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up honestly can be overcome, barriers to change 
can be identified and overcome (Argyris & 
Schon, 1993; Beer & Eisenstat, 2000b). Low 
performance is a function mostly of the system 
in which people are embedded, not of incom- 
petence or lack of individual motivation 
(Deming, 1986). 

Just as there is evidence that top-down lead- 
ership is needed to overcome resistance and 
achieve speed, many studies of organization 
change have illustrated the power of participa- 
tion in work and change, although this 
approach works only when there is some level 
of trust and support for organization goals 
(Bennis, 2000; Coch & French, 1948; Miner, 
2002). Without involvement, Theory O advo- 
cates argue, there can be no emotional com- 
mitment and true learning. Top-down changes 
result in compliance, not internalization of 
new attitudes and skills. Collins (2001) found 
that ‘successful transformational leaders were 
humble about their role in the transformation, 
involved their people in the transformation, 
and gave them credit for it. Vroom et al. 
(1988) have shown that participative manage- 
ment is the right choice when developing com- 
mitment and competence is the goal. The 
result of such involvement is partnership 
and commitment. That is what happened at 
Champion International. Union leaders and 
members became partners in the change 
process, and this.enabled the development of 
competence and commitment. 


Focus 


E transformations begin with changes in 
strategy (including changes in the portfolio of 
businesses), structure, processes, and systems— 
the “hardware” of the organization. At the 
core of corporate failures is a strategy that is 
not working or a bureaucratic organization 
that is unresponsive; E advocates argue. 
Dunlap sold some businesses and decided to 
eliminate a costly and unresponsive bureau- 
cracy by outsourcing many of Scott Paper’s 
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services: benefits and payroll, information sys- 
tems, medical services, and even some of its 
product research. Aside from the inherent 
validity of this argument, top management’s 
focus on the harder as opposed to the softer 
aspects of organizations can be attributed to 
their personality. Most top executives are 
“Ts,” for “thinking,” on the Myers—Briggs 
Type Indicator. That style favors decisions 
based on critical analysis of objective facts as 
opposed to emotions with regard to commu- 
nity, relationships, and fairness, except for rela- 
tionships that promise personal benefits (Hirsh 
& Kummerow, 1988).? Pressure from capital 
markets only exacerbates this tendency. 

A focus on strategy, structure, and systems 
is supported by decades of organization 
research. These studies show that corporate 
performance is contingent on fit or alignment 
between a firm’s business environment and its 
strategy and structure (Burns & Stalker, 1961; 
Chandler, 1962; Collins, 2001; Galbraith, 
1978, 2000; Lawrence & Lorsch, 1967). 
Consider the transformation of IBM under 
Louis Gerstner. To move the company from 
a product orientation to a solution orienta- 
tion, he had to create a matrix structure and 
supporting systems. These shifted accountabil- 
ity for profit and decision rights from product 
division and country heads to worldwide cus- 
tomer segment heads (Gerstner, 2003). 

Theory O transformations focus on devel- 
oping a culture that will foster commitment. 
Its supporters argue that such a culture is a 
source of sustained competitive advantage 
because culture, painstakingly developed over 
many years, is very hard for competitors to 
imitate (Barney, 1986). The assumption is that 
poor performance is attributable to alienation 
and low commitment brought about by top- 
down control (Pfeffer, 1998; Walton, 1985). 

Although successful O transformations incor- 
porate changes in strategy, structure, and 
systems, these changes occur late in the trans- 
formation process and with participation of 
employees (Beer, Eisenstat, & Spector, 1990a). 
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Champion International changed the nature of 
jobs and redesigned its manufacturing plant 
and corporate organizations, but it did so only 
after a high-involvement process fashioned 
after the sociotechnical theories and methods 
of Eric Trist (1969). By starting with shared 
values and high involvement, Champion Inter- 
national’s management was able to reorient 
attitudes and behavior toward collaboration 
and teamwork. By involving people in an hon- 
est reexamination of business and management 
practices, the company’s leaders were able to 
reduce skepticism and build trust. Because 
management encouraged truth to speak to 
power and responded accordingly, employees 
became convinced that management meant 
what they said. 

A substantial body of knowledge supports 
Theory O’s focus on culture. Numerous studies 
have shown that cultures, particularly high- 
commitment cultures, are associated with high 
performance (Collins & Porras, 1992; Denison, 
1990; Kotter & Heskett, 1992). Hewlett- 
Packard (until 1999), SAS Institute, Southwest 
Airlines, and New United Manufacturing, a 
joint venture of General Motors and Toyota, are 
frequently cited examples (O’Reilly & Pfeffer, 
2000). There is also substantial evidence that 
companies’ fortunes decline if corporate culture 
and leadership are not transformed as the cor- 
poration grows or confronts new business reali- 
ties (Miller, 1990; Schein 2003). Although it is 
difficult, there is evidence that corporate culture 
can be changed and that these changes lead to 
performance improvements (Beer et al., 1990a; 
Collins, 2001; Denison, 1990). 


Process 


Theory E executives launch top-down ini- 
tiatives with the help of corporate staff 
groups and consultants to change the corpo- 
ration. These programs are part of a “battle 
plan” by the CEO to force rapid change in 
the organization. This is typically done 
through standardized education and internal 
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champions or external consultants who guide 
local leaders through the changes. If local 
leaders do not conform, they are moved out. 
At Scott Paper goals were set at the top, and 
managers were asked to achieve them by a 
given target date. Reengineering was man- 
_dated and systematically applied in every part 
of the company. 

In following this programmatic approach, 
Theory E leaders assume that they cannot rely 
on subunit leaders to implement radical 
change. Programs are intended to change 
people’s minds about the right way to work 
and manage. It is hoped that if they change 
minds, hearts will follow. Given the need for 
speed, this approach makes sense. It is unlikely 
that managers below the top who have been 
embedded in one set of practices will have the 
attitudes and skills needed to create and adopt 
a wholly different set of practices in their sub- 

. units. And Adler (1993) has shown that cen- 
trally established practices introduced through 
training can improve performance as long as it 
is done with concern for employees and they 
are involved in applying the new practices to 
their own situation. There is also evidence that 
centrally planned programs can create sus- 
tained change in subunits of the larger corpo- 
ration when the unit’s leadership team sees the 
program as instrumental to their objectives 
and the local culture is aligned with the pro- 
gram’s purpose and substance (Beer et al., 
1990a; Edmondson & Woolley, 2003). 

Compared with E transformations, O 
transformations are more evolutionary and 

emergent. They start with the premise that 


large corporations cannot be changed at once 


or with the same top-down prescriptions; one 
size does not fit all. Organization change is 
treated as a process of experimentation begin- 
ning with a small number of units followed by 
adoption in many other units (Beer et al., 
1990a). Innovation in one part of the organi- 
zation can lead to learning in other parts if 
properly encouraged by top management 
(Walton, 1977). There was no master plan at 
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Champion when the transformation started in 
1981. Innovations in work systems, union— 
management collaboration, and worker involve- 
ment began in a new “green field” manufac- 
turing plant and spread from there, first to 
other. new startups and later to older plants 
with more entrenched cultures. No single 
manager or function was seen as the central 
driver of change, not even CEO Sigler. Local 
unit managers and their people took responsi- 
bility for change, supported by a small cadre 
of internal and external consultants. Consis- 
tent with research on corporate renewal, 
innovations in organizing and managing at 
Champion spread from early adopters to other 
units (Beer et al., 1990a; Walton, 1987). Top 
management’s role is to encourage the dissem- 
ination of innovation. They do it by supporting 
Jeading unit managers politically, orchestrat- 
ing conferences where managers are exposed 
to the innovations, arranging for visits to inno- 
vative units, and promoting managers in lead- 
ing units to run lagging units. This process is 
much slower. Champion’s transformation took 
15 years, compared to 2% in the case of Scott 
Paper’s E strategy. 

The wisdom of slower and emergent corpo- 
rate transformations is supported by evidence 
that top-down programs do not fundamentally 
transform large corporations (Beer, Eisenstat, 
& Spector, 1990b; Miller, Hartwick, & 
LeBreton-Miller, 2004; Shaffer, 1988). There 
are several reasons for this. In diversified multi- 
business organizations the same management 
practice may not apply to all businesses. Even 
when the task across all subunits is the same 
(e.g., retail stores, manufacturing plants) and 
the content of the program is relevant, leaders 
of subunits comply but are not committed. This 
means that they will not engage their organiza- 
tion in an active learning process that adapts 
the programmatic solution to their particular 
circumstances (Beer, 2003; Beer et al., 1990b; 
Edmondson & Woolley, 2003). 

There is also a developmental cost to top- 
down programs. Because centrally driven 
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programs put subunit leaders in compliance 
mode, they do not learn how to lead change— 
mobilizing people in a common effort to iden- 
tify, diagnose, and solve problems—a capability 
essential for long-term corporate success. At 
the same time, research. shows that when man- 
aged effectively, transformations that follow 
the slower ‘and emergent unit-by-unit strategy 
produce dramatic change in corporate culture, 
effectiveness, and performance (Beer et al., 
1990a; Beer & Weber, 1997). Procter and 
Gamble used a slower unit-by-unit transfor- 
mation strategy to gain a 40% cost advantage 
over its competitors in the 1970s, one that its 
competitors did not quickly replicate. Although 
they take longer, unit-by-unit strategies change 
minds and hearts and promise to lead to a 
high-commitment organization capable of 
sustained high performance (Beer, 2001). 


Motivation 


E transformations use monetary incentives 
such as bonuses and stock option plans as a 
prominent lead intervention. The first thing 
Dunlap did at Scott Paper was to introduce 
such incentives. Ultimately these incentives paid 
out large sums of money to many executives. 
Dunlap’s compensation ultimately rewarded him 
with $100 million as a result of the increase in the 
price of Scott Paper stock. The assumption under- 
lying the heavy early use of incentives linked to 
shareholder interests is that money will motivate 
managers to make quick, tough decisions. Pay- 
for-performance incentive systems, their propo- 
nents believe, will unfreeze and refocus existing 
behavior quickly because they are highly visible, 
tied to relevant performance outcomes, and sub- 
stantial (Lawler, 2000). A second purpose for 
these pay system changes is to create larger differ- 
ences in compensation between better and poorer 
performers and thereby to undermine the entitle- 
ment cultures that often reside in underperform- 
ing companies (Baker, 1993). 

Much evidence supports the claims that 
financial incentives are desired by employees 
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and lead to changes in behavior and performance. 
Employees believe that pay-for-performance sys- 
tems are fair because they promise to differen- 
tiate between better and poorer performers 
(Beer & Gery, 1972). A mieta-analysis of pay- 
for-performance studies found that perfor- 
mance improved in approximately two out of 
three pay-for-performance program introduc- 
tions (Heneman, Gresham, & Ledford, 2000). 
Gibson (1995) reports on a study by Carla 
O’Dell and Jerry McAdams (sponsored by 
World at Work and conducted by the 
Consortium for Alternative Reward Strategies) 
that suggested that the average net return on 
money invested in pay-for-performance pro- 
grams was an impressive 134%. Surveys of 
500 companies reported in The Economist 
(“Business: Pay Purview,” 1998) indicated 
that those actively using pay-for-performance 
programs showed twice the shareholder returns 
as those who were not actively using these pro- 
grams. Lincoln Electric, for many years a high- 
performing Midwest manufacturing firm, 
demonstrated that variable pay, linked to mea- 
surable individual performance outcomes, 
improves quality and productivity, although an 
important aspect of their success, not always 
well understood, was the culture of coopera- 
tion in which the incentive system was embed- 
ded. Incentive payouts were contingent on an 
evaluation of the employee’s cooperativeness. 
’ However, the case for incentives is under- 
mined by findings that monetary incentive sys- 
tems have a. positive effect initially but may 
ultimately be undermined by contextual fac- 
tors beyond the control of the individual or 
group. These weaken the link between effort 
and the performance and make it hard to jus- 
tify incentive payouts (Beer & Cannon, 2004; 
Lawler, 1971, 1981). When employees lose 
control of the factors affecting their perfor- 
mance, the perception that the compensation 
system is fair and that management can be 
trusted is undermined. To satisfy the require- 
ments for fairness, incentive systems typically 
are redesigned frequently, raising their costs in 
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time, money, and loss of trust and commit- 
ment, leading Theory O proponents to argue 
that the costs of these systems outweigh their 
benefits (Beer & Cannon, 2004; Beer & Katz, 
2003; Lawler, 2000). In one high-commitment 
organization employees gave management a 
party when they discontinued a team-based 
incentive system (Beer & Cannon, 2004). 
Moreover, there is evidence that incentives can 
undermine teamwork and cause managers to 
manipulate goals, particularly when the 
incentives are focused on individual or indi- 
vidual unit performance (Beer & Katz, 2003; 
Hambrick & Siegel, 1997). They can also cause 
managers to focus narrowly on the goals to 
which the incentives are tied. 

© transformations motivate primarily 
’ through the creation of meaning, involvement 
in the task, and participation in decisions. Pay 
is used to recognize effective behavior and per- 
. formance and is far less central to motivation. 
Differences between top management and 
lower levels with respect to rewards such as 
offices, status symbols, and total compensation 
are minimized. At Champion International a 
skill-based reward system was used to encour- 
age and reinforce the acquisition of new skills. 
A corporate profit-sharing plan applied equally 
at all levels was used to reinforce teamwork 
across the company and between management 
and production workers. Although executives 
at Champion received stock options and 
bonuses, they represented a smaller percentage 
of total compensation than a similar compen- 
sation system at Scott Paper. 

Theory.O assumptions about motivation 
are supported by evidence that financial 
rewards typically are ranked well below needs 
for meaningful work and good supervision 
(Beer et al., 1985). Evidence also shows that 
the nature of work itself motivates (Hackman 
& Oldham, 1980). Jobs that are perceived as 
significant and provide autonomy and feed- 
back will involve and motivate people who 
value autonomy, achievement, and growth. Such 
a work setting may also develop these. needs, 
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thereby developing a more motivation-ready 
workforce. An extensive review of the literature 
on high-involvement and high-performance 
work practices by Pfeffer (1998) shows that 
when people are given the freedom to make a 
difference in the context of extensive train- 
ing, employment security, and comparatively 
high compensation contingent on organiza- 
tional, not individual, performance, then pro- 
ductivity, quality, service, and organization 
performance improve. 


Consultants 


Theory E change strategies often rely heavily 
on external consultants. Large consulting firms 
with armies of experts are brought in to analyze 
the market and the company and suggest 
changes in strategy and organization. Most of 
these firms also offer help in implementing 


- change. Consultants lead employee project 


teams in solving problems and formulating rec- 
ommendations. In 1997 AT&T was reported to 
have spent $200 million on such expert services. 
Consultants were used by Dunlap to identify 
and manage cost-saving initiatives. 

Large-scale consulting engagements make 


‘sense in a crisis (Miles, 2000). Capital markets 


demand rapid change. An infusion of experts 
will move change along rapidly. CEOs may 
not always be able to reframe strategic and 
organizational problems without the help of 
outsiders. Consultants also offer specialized 
talent that may not be available in the com- 
pany, and they may offer psychological and 
political support to turnaround CEOs who do 
not trust their own managers to be objective. 
Finally, consultants may enable CEOs to legit- 
imize their turnaround strategy with the board 
of directors. 

Theory O transformations rely on a far 
smaller set of external process consultants to 
help managers identify, analyze, and solve prob- 
lems themselves. At Champion, a very small 
number of these consultants were introduced 
early in the transformation and continued to be 
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involved throughout the 15-year period. They 
came with Theory O tools and frameworks to 
facilitate the process of change. 

Two arguments can be: made for the 
process consulting approach (Schaffer, 2000). 
The first has to do with the problems created 
when outside experts enter a firm to offer 
advice, and the second has to do with the ben- 
efits of process consultation. The infusion of 
an army of experts may result in precise and 
well-crafted solutions but takes away owner- 
ship and learning opportunities for managers. 
Managers may comply for political reasons 
but avoid confronting deep organization and 
leadership problems that block implementation 
of recommended solutions (Beer & Eisenstat, 
2000b; Schaffer, 2002). 

Even if immediate implementation were not 
a problem, managers may grow dependent on 
consultants, particularly if they stay involved 
over a long time. One of the main problems 
with large-scale consultant interventions is 


that the firm and its managers may be pre- 


vented from developing the most critical capa- 
bility they need: the capacity to lead a learning 


. and change process (Miles, 2000). Solutions 


offered by consultants may also make it easier 
for managers to avoid confronting deeply 
rooted organization and leadership problems. 
Process consultation, on the other hand, enables 
such learning (Schein, 1969). The approach is 
very effective in creating cultural change but is 
slower, as the Champion case illustrates. It also 
may not challenge management sufficiently to 
reconsider hard economic and strategic reali- 
ties. In the case of Champion senior manage- 
ment was not challenged by the Theory O 
process consultants to restructure the portfolio 
of businesses. 


EMBRACING THE 
PARADOX OF E AND O 


This discussion suggests that E and O strate- 
gies each have great strengths and equally 
great limitations. Therefore, the paradox of 
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E and O must be embraced to obtain the ben- 
efits of both theories. But unless this is done 
carefully, integrating these theories is likely to 
yield the worst of both worlds. A typical failed 
approach to embracing the paradox is to com- 
pensate for E strategies that reduce commit- 
ment, trust, and teamwork by introducing 
top-down human resource management pro- 
grams. As suggested earlier, these programs 
foster cynicism when no real change occurs, 
and they fail to engage unit managers at every 
level in leading a genuine transformation in 
their subunit (Beer et al., 1990a, 1990b). 

The easiest way to combine these strategies 
effectively is to begin with Theory E and fol- 
low with O. At General Electric Jack Welch 
began the transformation by restructuring the 
company between 1981 and 1985. Businesses 
were told they had to be number one or two in 
their markets or they would be sold or closed. 
He also downsized the organization radically, 
reducing employment from 412,000 to 
299,000. Sixty percent of staff groups were 
laid off. In this phase Welch became known as 
“Neutron Jack.” However, he followed with 
Theory O strategies. With the help of OD con- 
sultants he began to launch a series of OD ini- 
tiatives in 1986 to change the culture. Criteria 
for promotion were changed, and Welch intro- 
duced and institutionalized a rigorous review 
of key people known as “section C reviews.” 
To be promoted managers had to produce 
financial results. and also demonstrate that 
their managerial behavior was consistent with 
GE’s Theory O values. Managers at all levels 
also had to go through a rigorous process 
called “Workout,” which required them to, be 
confronted by their own employees with feed- 
back about barriers to their organization’s 
effectiveness (Tichy & Sherman, 1993). In the 
last decade of his tenure, Welch spent 50% of 
his time on people and their development. 
However, sequencing works only when O 
strategies follow E strategies, not the other 
way around. If E follows O, it is highly likely 
that employees will feel betrayed. Draconian E 
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initiatives would shatter the psychological 
contract built over many years by a participa- 
tive O strategy. 

The sequencing approach takes too long, 
‘however. Welch was fortunate to have 20 years 
at the helm of GE. Because most CEOs’ tenure 
is far shorter, they must implement E and O 
strategies simultaneously and in an integrated 
manner. This will prove difficult for many 
turnaround managers. Temperamentally they 
find it difficult to embrace theory O, and their 
E strategies earn them distrust not easily over- 
come. Welch was an exception. 

The solution is a diverse yet effective senior 
management team with a range of E and O per- 
spectives. Consider the highly successful trans- 
formation of Asda, a UK grocery chain, led by 
a pair of managers, one with an E orientation 
and skills and the other with an O orientation 

* and skills (adapted from Beer & Weber, 1997). 


When Archie Norman took charge of British 
grocery chain Asda in December 1991, the 
company was 1:5 billion pounds in debt and 
near bankruptcy. Asda, like Scott Paper and 
Champion International, had a long and ven- 
erable past. Ir had sprung from a dairy farm- 
ers’ association into one of Britain’s leading 
grocery chains. It was the first to build super- 
stores and one of the most successful in 
broadening its offerings to include clothing 
and other nonfood items. Although Asda 
offered value and therefore had lower profit 
margins than its high-end competitors, it 
had been consistently profitable. However, 
because of overcapacity in the industry, Asda 
experienced intense pressures on margins, 
and it experienced the slow growth charac- 
teristic of the industry, although it continued 
to be the grocer of choice for working-class 
shoppers looking for value. In the 1980s, in 


an effort to improve margins and grow the 
business more rapidly, management began to 
raise prices and acquire a number of nongro- 
cery retail businesses. By borrowing money 
to purchase 60 stores instead of capitalizing 
the purchase, management caused the com- 
pany to incur an unsustainable debt burden 


when interest rates increased in the infla- 
tionary environment of the late 1980s. Top 
management’s autocratic management style 
prevented store managers from confronting 
management with their views that these poli- 
cies were potentially disastrous. When Norman 
arrived, he found a hierarchical and bureau- 
cratic organization running out of cash. Store 
managers felt they had no influence on a 
trading (purchasing) group at headquarters 
that was buying high-end products Asda’s 
working-class customers did not want to buy. 
Morale was extremely low, and the company 
was running out of cash. 

Norman quickly.moved to stem off bank- 
ruptcy. He fired the chief financial officer 
within hours of his arrival, stopped all capi- 
tal expenditures, sold unrelated businesses 
and unprofitable stores, imposed a wage 
freeze, and laid off 10% of the workforce. 
Declaring to the financial community that it 
would take 3 years to see results, Norman 
visited stores in the first 2 weeks to talk with 
and listen to employees and store managers. 
He immediately reconfigured his top team by 
removing a layer of management and recruited 
two new senior executives. One of them, Allen 
Leighton, soon to become an equal partner 
in leading change, cornplemented Norman’s 
strategic and intellectual capabilities with his 
down-to-earth style and personal leadership 
skills. 

During the restructuring initiatives, 
Norman articulated a back-to-roots strategy 
and Theory O values that would govern the 
business in the years ahead. He authorized 
radical experimentation in one and then two 


_other “renewal” stores and declared them 


“risk-free zones.” These store managers 
would not be held accountable for short-term 
financial results, as other store managers 
were. A cross-functional task force was com- 
missioned to work with store management 
reinventing the concept of an Asda store—its 
design, retail proposition, and approach to 
organizing and managing people. This began 
a renewal strategy that ultimately trans- 
formed most of Asda’s 200 stores over 8 years. 
During this period a variety of improvement 
teams and task forces were institutionalized. 


Throughout, Norman and Leighton spent 
enormous amounts of time in conversations 
with various groups of employees in the com- 
pany, articulating their strategic goals and 
values, surfacing barriers to progress, and 
engaging people in developing solutions. 
During 8 years of change more than 50% of 
managers who were unable to adopt the Asda 
way of managing were replaced. According 
to Norman, 75% of his time in the first 3 
years was spent on human resource and orga- 
nization development issues. 

Asda’s financial performance turned 
around by 1994 and was followed by a long 
string of quarters in which it outperformed 
the industry in like-for-like sales improve- 
ment. The company soon began to be 
regarded as a leader in the retail industry, 
with profits and share price improving 
steadily. The culture was transformed froma 
hierarchical, bureaucratic organization with 
low morale to one in which employees and 
customers were being heard through a variety 
of institutionalized mechanisms for two-way 
dialogue. Asda developed the organization 
capabilities of coordination, commitment, 
competence, creativity, communication, and 
the ability to manage conflict in a productive 
way typically found in companies with sus- 
tainable competitive advantage. 


In 1999 Asda was sold to Wal-Mart, a - 


high-performing company with many of 
these capabilities, at eight times its market 
capitalization at the time Norman took 
charge. Wal-Mart managers were quoted as 
saying, “Asda is more like Wal-Mart than 


_ Wal-Mart is like Wal-Mart.” Norman had 


successfully led a financial and cultural trans- 
formation that Wal-Mart executives recog- 
nized as the source of sustained performance. 


Asda’s successful transformation illustrates 





the means by which a leadership team with 
both Theory E and O perspectives can create an 
integrated strategy for change. Table 22.2 artic- 
ulates the paradoxical combination in Asda’s 


’ transformation. Change was led from the top 


through advocacy of a new business direction 


‘ and also a new organization direction. Like 


Scott Paper, Asda was restructured (though 
with a very different style), but as at Champion, 
a hierarchical culture was transformed to an 
open, egalitarian, and participative one. Top 
management created a broad plan for change at 
the top, but it enabled spontaneous innovation 
at the store level through radical store-level 
experimentation from which a new retail and 
cultural model emerged, one that Norman had 
not fully envisioned or planned at the begin- 
ning. This store-level innovation is very similar 
to Champion’s experimentation in its manufac- 
turing plants. Although managers received 
bonuses and stock options based on unit and 
company performance, Norman insisted that 
the vision of building a better Asda and high 
involvement at all levels was the key motivator. 
Finally, several large consulting firms were 
brought in for expert analysis and advice early 
in the transformation journey, but so were 
process consultants to help managers reinvent 
stores. and managerial practices. In the third 
year of change Norman and Leighton began to 
cut back consultant involvement to prevent 
managers from becoming dependent on them. 

The fact that Wal-Mart bought Asda at 
eight times the market capitalization of the 
company when the transformation began 
8 years earlier (much more than the three-to- 
one paid for Scott Paper’s E transformation 
and the one-to-one and a half paid for 
Champion International’s O transformation) 
suggests that embracing the paradox of E and 
O yields superior economic returns. All 
stakeholders in the company benefited from 
this approach. 

What enabled this rare outcome? It was-an 
all too rare partnership between two leaders 
with different strengths, skills, and perspec- 
tives. Norman and Leighton learned from each 
other, and this enabled them to avoid the law 
of unintended consequences. All too often one 
leader and one theory dominate. This prevents 
the leader from learning about the unintended 
consequences of his or her dominant theory of 
change. Because E strategies are top down, they 
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Table 22.2 ‘Integrating Theories E and O 
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Dimensions of Change 


Theories E and O Combined 





Explicitly embrace the paradox between economic value and organization 


Set direction from the top and engage the people below. 


Focus simultaneously on the hard (structures and systems) and the soft 


Involvement is used to motivate; compensation is used to recognize, 


Purpose 

capability driven change. 
Leadership 
Focus 

(corporate culture). 
Planning Pian for spontaneity. 
Motivation 

not motivate. 
Consultants 


Consultants are expert resources who empower employees. 





create a climate of silence that prevents lower 
levels from confronting top management with 
organizational and managerial barriers, partic- 
ularly top management’s own leadership behav- 
ior’ and policies (Beer & Eisenstat, 2000b; 
Morrison & Milliken, 2000). The unintended 
consequences of an O strategy, failures to con- 
front hard strategic and business realities, are 
equally difficult to confront, short of pressure 
from capital markets that remove the O leader. 
Values that hold dear people, process, partici- 
pation, and purpose are defended without 
regard to economic reality. 


PRINCIPLES FOR EMBRACING 
THE CONTRADICTION 
OF THEORIES E AND O 


Simply describing and urging the integration of 
E and O will not cause leaders to embrace the 
paradox of E and O. Leaders’ past experience, 
values, and skills and their business and social 
context predispose them to lead with their dom- 
inant E or O assumptions. Managers in Japan, 
until very recently at least, have eschewed theory 
E because of strong societal values and tradi- 
tions that favor the community over immediate 
economic outcomes. The results have been a 
disastrous 13 years of recession and underper- 
formance. In the United States, and to a some- 
what lesser extent in the United Kingdom, CEOs 


lean strongly toward Theory E. However, an 
integrated E and O transformation is possible if 
leaders motivated to embrace the paradox can 
learn about the unintended consequences of 
their E or O assumptions and decisions. GE’s 
Jack Welch did. He began to embrace Theory 
© after the limitations of his sole focus on an 
E strategy began to be apparent. Unfortu- 
nately, most organizations are programmed to 
prevent truthful discussions about the unin- 
tended consequences of their leader’s change 
strategy (Argyris 8& Schén, 1993; Beer & 
Eisenstat, 2000b). 

What is needed is a socially engineered lead- 
ership platform—a guided process for strategic 
leadership and change—that embraces and 
integrates the tensions between E and O. For 
leadership teams who do not have the perspec- 
tives or capacity to ernbrace a paradoxical 
strategic leadership stance (most, in our expeti- 
ence) such a leadership platform would specify 
the paradoxical change process leaders must 
follow if they are to achieve both strategic busi- 
ness and OD objectives. For the past 15 years 
Russell Eisenstat and J have worked to develop 
such a paradoxical leadership process. It enables 
a senior team to engage organization (O) issues 
in the context of strategic business (E) issues 
(Beer & Eisenstat, 2000b, 2004; Eisenstat & 
Beer, 1997). The Strategic Fitness Process 
(SEP) orchestrates a multilevel organization-wide 
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public conversation (see Figure 22.1 for the key 
steps). The process falls into the genre of OD 
interventions, called large group or system- 
level interventions, that enable leaders to 
engage their organizations in honest conversa- 
tions about potentially sensitive strategic, orga- 
nizational, and management issues (Beckhard, 
1967; Bunker & Alban, 1997; Ulrich, Kerr, & 
Ashkenas, 2002; Weisbord, 1991). Unlike 
these OD interventions, however, SFP is explic- 
itly designed to create an integrated E and O 
transformation agenda. It departs from other 
organization-wide interventions by putting 
business strategy and gaps in business perfor- 
mance at the center of the change process. 
The process begins with the top team (cor- 
porate or business unit) advocating E and O 
objectives and articulating these in a two- to 
three-page statement of business and organiza- 
tion direction. It then guides the senior team to 


Step 1. 
Top Team 
Launch Meeting 
Develop statement 
of business and 
organization 


















interviewees 


Data Collection 





Task force interviews 
people throughout 
organization 



























Step 4. Step 7. 
Task Task Force Data Task Force Task Force 
Force Training Consolidation Feedback to Critiques Top 
Train task force Meeting Top Team and Management 
in interviewing Identify major Discussion Diagnosis and 
Identify substantive Change Plan 
TTS RTE! 
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inquire into organization realities that poten- 
tially block their E and O objectives through an 
inquiry carried out by a task force of eight of 
their best and highest potential managers, man- 
agers they will believe when they present their 
findings. This is done through interviews with 
100 key people in the organization by the task 
force. Interviewees are asked to describe the 
organization’s strengths and barriers to achiev- 
ing top management’s business and organiza- 
tion direction. A structured feedback process 
that has emerged from years of experimenta- 
tion enables the senior team to learn the unvar- 
nished truth about E and O issues. A central 
premise of this feedback process is that the only 
way truth can speak to power is if the task force 
can speak as a group and can validly claim to be 
speaking as reporters rather than as themselves. 
This is accomplished by asking the task force to 
discuss key themes in a “fishbowl,” with the 
















Step 6. 
Top Management Team Develops Response |! 
to Issues Identified by the Task Force H 


Senior team conducts analysis of root 
causes & develops integrated plan to address 









































Step 8. Communication, Engagement, 
implementation 


Senior team meets with top 100 and 
implements the new organization 
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Figure 22.1 
: Theories E and O 





The Strategic Fitness Process: A Way to Have an Honest Conversation That Integrates 
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senior team seated around them, listening and 
taking notes, all in the context of explicit 
ground rules for dialogue (Beer & Eisenstat, 
2000a; Eisenstat & Beer, 2002). 

Feedback is followed by a systemic E and O 
diagnosis and an integrated action plan that 
addresses root causes. A number of analytic 
frameworks aid analysis of the fit between busi- 
ness strategy and the organization and present 
the senior team with the design and policy 
choices they face. In this way the hard substan- 
tive issues are integrated into the equally impor- 
tant soft cultural and commitment issues 
inherent in organization transformations. The 
learning loop continues when the senior team 
presents its change plan to the task force and 
receives a critique to which they must respond. 
Organization change is launched at a meeting at 
which the senior team and the task force com- 
municate to the 100 key. people interviewed— 
the dominant coalition—the outcomes of the 
process and how implementation will be carried 
forward and with. whose involvement. Top 
teams meet with the task force once a quarter to 
review progress in change, and the full process 
is recycled once a year as part of the business 
planning process. 

A decade of implementing and researching 
SEP has led us to extract a set of operating prin- 
ciples for implementing an integrated E and O 
transformation (Beer & Eisenstat, 2004). In this 
section I describe these principles briefly and 
explain what we have learned from implement- 
ing SEP in more than 200 organizations in 35 
companies at the corporate and business unit 
level in the United States, Asia, Latin America, 
and Europe. 


Demand a Lot and Give a Lot.* To change the 
behavior and performance of ineffective orga- 
nizations, leaders must set new standards and 
demand that managers and workers live up to 
these new standards. Welch at GE articulated 
new performance standards (“Your business 
must be one or two or we will sell or close it”). 
But for new demands to stir commitment, 
senior management must also be willing to give 
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away more than economic rewards. It must 
send clear signals that it is willing to share 
power and control in the pursuit of excellence. 
This means giving employees a voice in the 
transformation and owning up to their own 
errors. Dunlap at Scott undermined the legiti- 
mate economic objectives of his transforma- 
tion by paying himself $100 million while 
reducing the workforce by thousands, moving 
headquarters to his hometown for conve- 
nience, wielding absolute power, and verbally 
abusing employees. 

An honest collective and public conversation 
about barriers to change prompted by SFP and 
the principles below produced the exact oppo- 


- site result. An analysis of a dozen SFP applica- 


tions shows that senior teams gain legitimacy by 
exposing their E and O objectives to inquiry, 
accepting honest feedback and responding with 
a plan for transformation, itself subject to cri- 
tique. This occurs for three reasons. First the 
focus on business goals and strategies energizes 
employees to participate in what they know to 
be the keys to success and failure of the enter- 
prise. Second, because the senior executives 
and their team make themselves vulnerable and 
show a willingness to change their policies and 
behavior for the good of the organization, hope 
is raised that change will be more than superfi- 
cial. Third, engaging in a public inquiry process 
signals lower levels that the senior team is ready 
to sacrifice power based on position for power 
based on knowledge and centrality to successful 
implementation. Consider what Lynn Camp, 
vice president and general manager of Agilent 
Technology’s Signal Source Delivery Unit 
(SGDU) told a “Fitness Task Force” that deliv- 
ered the unvarnished truth about the state of the 
organization and consider the impact on com 
mitment to the organization and its objectives: 


You lit a fire under us. Thank-you for the 
unvarnished truth. ...I take your feedback 
very seriously; it is my personal appraisal. . . . 
If the organization is going to change, I must 
change. The leader at the top casts a shadow. 
(Beer & Eisenstat, 2004, p. 7) 
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Embrace the Paradox With a Compelling 
Articulation of Business and Organization 
Direction. A failing business needs restructur- 
ing and a new business model with tough 
financial goals if it is to become economically 
viable (Collins, 2001). It also needs a new 
organization model and values to transform 
behavior. Without a redesigned organization, 
the new business model cannot be imple- 
mented. Without values, meaning, and com- 
mitment, sustained economic performance 
cannot be developed (O’Reilly & Pfeffer, 
2000). Asda’s long-term success can be traced 
to Norman’s balanced E and O direction, 
articulated to his senior team on his first day. 
He made “securing value for the shareholder” 
and the revitalization of values and culture 
equal priorities. He launched a “renewal pro- 
gram” aimed at completely redefining how a 
store would be organized and managed on his 
first day as CEO, when he also announced 
‘sweeping restructuring goals and measures. 

In almost all the organizations we studied, 
top teams had not developed an integrated 
E and O direction. New strategies were not 
accompanied by a clear idea of how the orga- 
nization and leadership team had to change to 
enable implementation of.the business strategy. 
Nor were organization. changes solidly tied to 
economic goals and business strategy. With the 
help of six core questions, which focused on 
both E and O, top teams were able to create an 
integrated E and O direction that could then be 
challenged by inquiry into organization barri- 
ers. In many cases this was the first time the 
senior team had tried to create an integrated 
agenda, In all cases they discovered that they as 
a team did not fully understand the connection 
between E and O issues. In all cases senior 
teams and organization members acknowl- 
edged that the process of creating the inte- 
grated direction had clarified what needed to 
happen to create a successful transformation. 

Underlying this principle and the SFP 
- Ptocess is the belief, supported by research, 
_ that successful O transformations in culture and 
behavior must start with a focus on business 
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goals and tasks. Transformations must be 
equally concerned with “hard” organization 
design issues and “soft” behavioral issues (Beer 
et al., 1990a; Collins, 2001). Disconnected from 
E objectives, O strategies are seen as idealistic 
and impractical. They lose credibility quickly. 
The failure of OD as a field to gain traction 
with senior executives may be traced in part to 
the fact that its theory and practice have not 
embraced the paradox of E and O. 


Ownership and Active Leadership by a Diverse 
and Aligned Senior Management Team Are 
Essential. Transformations succeed only when 
the senior team embraces the E and O paradox 
as a team and leads the change in a unified 
manner (Tushman & O’Reilly, 1997). In too 
many E transformations leadership of change 
is delegated to consultants, staff groups, and 
task forces while senior management’s priori- 
ties and behavior remain unchanged. To 
embrace the E and O paradox, top team members 
must have diverse perspectives: shareholder 
and employees, finance and human resources, 
and strategy and culture. Norman’s success in 
embracing E and O at Asda was a function of 
his ability to build an effective team with 
diverse views that was deeply involved in lead- 
ing the transformation as a team. When senior 
teams are effective in resolving their different 
perspectives through a fact-based dialogue, 
they can manage the “and also” so essential 
for a successful transformation (Beer & Eisenstat, 
2000b; Eisenhardt, Kahwajy, & Bourgeois, 
1977). All the senior teams that implemented 
these principles through SFP learned from 
their task forces that their business goals could 
not be implemented because they were not 
functioning as an effective team. Senior teams 
were perceived as unaligned with regard to 
strategic direction, priorities, and values. Too 
much of their time together was being spent on 
administrative matters and not enough time 
was being allocated to confronting difficult 
strategic and organizational issues that threat- 
ened the status quo and then leading change in 
them. Teams that changed the amount of time 
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and energy they spent in resolving strategic 
business issues and at the same time the orga- 
nizational and behavioral issues that pre- 
vented alignment were more successful in 
transforming their organization than those 
who did not. Consider the following quote 
from one of the most successful applications of 
these principles: 


Our top team has taken some big strides in 
becoming more effective. Scott [the general 
manager] looks to be taking more control of 
the reins and becoming the kind of leader the 
division needs. He and his staff will sit down 
as a group now and talk strategy where before 
they would have only talked about adminis- 
trative detail. (Beer & Rogers, 1999, p. 4) 


Enable Truth to Speak to Power. Without 
enabling lower levels to speak truthfully, 
leaders insulate themselves from the realities of 
their organization. They are unable to learn 
‘about the unintended consequences of their 
E or O theories of change. Leaders therefore 
should structure conversations that provide 
honest feedback. Welch held frequent no- 
holds-barred conversations with lower-level 
managers at GE’s corporate education center. 
This is how he learned that his E strategy— 
“you have to be number one or two in your 
market or you will be sold or shut down”— 
was being undermined. General managers 
were simply redefining their markets narrowly 
to avoid being sold or shut down. 

In all the organizations where SFP was 
applied, the inquiry surfaced the unvarnished 
truth about barriers to E and O goals that had 
not been in the open before. Confronting the 
truth energized senior teams to make changes 
in strategy and organization that promised to 
align the culture with the business’s strategy. 
The truth about E and O quite often caused top 
management teams to make changes that were 
painful: selling a business, prioritizing projects, 
removing managers who did not conform to 
the new values, and redesigning the organization 
to enable teamwork even when it was politi- 
cally difficult. The tcuth made managers more 
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accountable to shareholders, customers, and 
employees than they had been before. Consider 
the following top team member’s view of how 
truth changed her organization: 


For instance we're now reviewing all the 
projects and making investment decisions, 
where before that would happen with one or 
two people in a side conversation. Those [had 
bad] ramifications all through our organiza- 
tion. (M. Beer, unpublished source) 


Address Business, Organizational, Cultural, and 
Leadership Issues Holistically and Systemically. 
Eand O theories of change address different but 
deeply connected sides of the enterprise. That is 
why a systemic approach to ofganization trans- 
formation is essential if the paradox of E and O 
is to be embraced (Cummings, 1980). The truth 
about the organization’s capacity to achieve E 
and O goals, together with a systemic frame- 
work to analyze the gap, made it possible for 
managers who applied SFP to develop and imple- 
ment an integrated agenda for change. Organi- 
zation design and culture were transformed to 
enact strategy, and strategy was modified based 
on data about the organization’s capabilities. 
New structures, particularly ones that necessi- 
tated cross-departmental or business teamwork, 
were accompanied by changes in the leadership 
team’s role and behavior. And people were 
replaced or volunteered to leave when their 
motivation and skills did not match the trans- 
formational objectives. 

At the Hewlett-Packard Santa Rosa Systems 
Division a root cause diagnosis, prompted by 
honest feedback, led to changes in multiple 
aspects of the system—the strategy, the 
leader’s behavior, the senior team, the organi- 
zation’s structure, the resource allocation 
process and ultimately the culture (Beer & 
Rogers, 1999). 


Sustain the Transformation Through Disci- 
plined Cycles of Action, Learning, and Reflec- 
tion. Transformational E and O goals espoused 
at the top often are not translated into reality 
at lower levels (Mallinger, 1993; Zbaracki, 
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1998). The only way to ensure that such a gap 
does not develop is to view corporate transfor- 
mations as a continuous learning process. 
Managers can learn about unintended O con- 
sequences of E strategies and unintended E 
consequences of O strategies. Indeed, it is this 
principle that enables the organization to rein- 
vent itself—the ultimate source of sustained 
competitive advantage. Of course, that is why 
the earlier principle of enabling truth to speak 
to power is so important. The Hewlett-Packard 
Santa Rosa Systems Division mentioned earlier 
used SFP to implement these principles every 
year for 5 years. Each year they discovered 
another deeper layer of E and O issues and 
how they interacted. And this is what enabled 
them to make an integrated E and O transfor- 
mation over a 6-year period. Like others who 
followed these principles, they achieved dra- 
matic changes in their financial performance 
and organization capabilities. Top manage- 
ment reported that they had risen from the 
worst division to among the best in the com- 
pany (Beer & Rogers, 1999). 


Apply These Principles in Every Unit of the 
Corporation From Top to Bottom. If corporate 
transformations are to incorporate both E and 
O strategies, top management must encourage, 
even demand, that unit leaders use the afore- 
mentioned principles to engage their organiza- 
tions in a learning process from which they also 
learn. Faced with significant business chal- 
lenges in Latin America, Grey Warner, Merck’s 
senior vice president for Latin America, used the 
principles outlined earlier to lead successful 
E and O transformations in each of 10 Latin 
America country organizations. He did not 
launch a “one size fits all” solution for all 
countries in Latin America. Instead he asked 
each country manager and their top team to 
use SFP to define their business (E) and organi- 
zation (O) direction and then use the afore- 
mentioned principles to learn about barriers and 
lead change. He held country managers account- 
able by meeting with them to review what they 
had learned about their organizations and their 
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leadership. To help them develop their organi- 
zation, he supplied corporate resources when 
needed. Four years later the hierarchical 
cultures in all 10 organizations had moved sig- 
nificantly toward greater openness and par- 
ticipation, with substantial improvements in 
financial performance (Beer & Weber, 2001). 
A decade later a corporate-wide employee sur- 
vey indicated that the Latin American region. 
was higher than most other Merck organiza- 
tion units on a number of important human 
and business outcomes. 

An analysis of a dozen organizations that 
used these principles showed that they were suc- 
cessful in surfacing and motivating E and O 
changes. O transformations occurred in coordi- 
nation between functions or geographic regions, 
commitment to the organization, leadership 
effectiveness, openness of communication, and 
the capacity to manage conflict constructively. 
Improvements in financial performance could 
also be tied to organization changes in a number 
of cases, although without a contro! group one 
can never attribute causality. In one company, 
following SFP principles led the CEO and his 
team to spin off a business unit that constituted 
approximately 40% of the corporation’s total 
revenue after they heard from the fitness task 
force that there were no synergies, something 
they suspected but had not acted on. This 
resulted in a rise in share price, demonstrating 
that these principles can have an immediate and 
direct effect on economic value, not just organi- 
zation development. Fearing the difficulties of 
breaking up a company with a long history and 
tradition, the CEO had been putting off making 
this difficult decision, even in the face of a 
depressed share price and unenthusiastic stock 
analyst reports. The SFP principles changed eco- 
nomic value in a way that capital markets did not. 

The principles outlined here were not equally 
successful in all organizations. The CEO or gen- 
eral manager had to be open to learning about 
his or her theory of transformation. Those who 
followed the operating principles for change 
discussed in this chapter were able to craft 
a transformation that embraced the E and O 
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paradox. Not surprisingly, leaders in companies 
that historically had been exclusively E oriented 
and hierarchical did not embrace the principles 
as eagerly or easily. However, many that stuck 
with the principles learned from their experi- 
ence about the side of the paradox that they 
were least committed to or skilled in imple- 
menting, were most often on the O side. 


CONCLUSION 


I have argued that only managers who 
embrace the paradox of Theories E and O 
can achieve a sustained transformation in eco- 
nomic performance and organization capabil- 
ity. I used three cases to illustrate this thesis. 
An E transformation at Scott Paper resulted in 
some significant immediate gains for share- 
holders but undermined the organization’s 
capabilities. An O transformation at Cham- 
pion International resulted in a remarkable 
change of the culture and improvements in 
a number of operating measures of perfor- 
mance but resulted in negligible changes in 
shareholder value. Finally, an integrated E 
and O transformation at Asda led to a funda- 
mental transformation in organization capa- 
bilities and economic value. The study by 
Collins (2001) cited at the beginning of this 
chapter confirms these conclusions. Eleven 
companies (out of a possible 1,435) that achieved 
a sustained transformation did so through an 


integrated E and O transformation enabled by ° 


CEOs willing to confront the brutal facts 
about business and managerial issues. That 
only a small set of companies managed to 
achieve this result suggests that leaders clearly 
need help in integrating E and O change 
strategies. This chapter offered seven principles 
that leaders interested in learning how to inte- 
grate E and O might follow. By using these 
principles to engage their organizations in a 
strategic learning process, leaders were able to 
learn from lower levels about their theory of 
transformation and modify it to embrace the 
paradox of E and O. 


STRATEGIC INTERVENTIONS 


Learning about one’s own theory of change 
and moving to embrace the opposite theory 
proved difficult and painful for most of the man- 
agers in the companies we studied. A structured 
and carefully designed collective and public 
learning process (in this case SFP) that embraced 
the principles provided the essential discipline 
managers needed to embrace the paradox and 
learn. It provided guidance where leadership 
skills or knowledge about strategy and organi- 
zations were lacking. It created a mandate for 
change to which most leaders, who otherwise 
would avoid painful decisions, had to respond. 
Not doing so, they immediately recognized, 
threatened their credibility and legitimacy as 
leaders, something they instinctively knew they 
could not afford to do. 


NOTES 


1. An increase in the value of a company’s 
stock price is not necessarily an indicator of 
increasing economic value. A stock price rise can 
be a function of the general movement of the stock 
market. Economic value is created by growth in 


_ profits net of the cost of capital. 


2. There is some evidence that unlike most 
Theory E CEOs, Al Dunlap went beyond creating dis- 
tance. He seems to have taken some pleasure in treat- 
ing his key managers badly (Gilson & Cott, 1996). 

3. Data from tens of thousands of executives 
who have taken the Myers-Briggs Type Indicator 
show that top managers are “thinking” types, who 
prefer to approach problems through analysis, as 
opposed to “feeling” types, who make decisions 
based on concerns about fairness and relationships. 
They also prefer control over spontaneous behavior 
(M. Beer, unpublished Myers—Briggs Type Indicator 
data from some 500 senior executives in Harvard 
Business School’s Advanced Management Program). 

4. Lam indebted to my colleague Russell Eisenstat 
for this insight. 
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